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IIntroduction
IntheJapaneselocalgovernmentaccountingthereisneitherharmonizationnorobli-
gationtoprepareforthefinancialstatements.Butrecentlythegovernorsormayorstry
todisclosevoluntarilytheirbalancesheetandtheirprofitandlossstatement,orso-called
"administrativecoststatement".Thesetrendsmaybeinterpretedasagoodintentionto
showtheirstrongcost-savingdetermination,althoughthestatementsactuallyprepared
forleavealottobedesired.
Ifthedisclosureofthesestatementsisvoluntary,wefindasignalingmodelmore
feasible,sincethereareonlyimplicitcontractualrelationshipsbetweenagovernorandthe
citizen.Wedevelopamodelfocusedonthedisclosureofadministrativecoststatement,in
which2playersinteract;acandidateforgovernorandthecitizen.Whatwewanttodem-
onstrateisthatthedisclosureofthisstatementisasignalforhiscompetence.
Theadministrativecoststatementmayshowadistortedsignal,unlesstheyareestab-
lishedontheaccrualbasis.However,wefindsomemanipulationsinthelocalgovern-
mentswhereaccrueditemsarevoluntarilyintroduced.Thisproblemgivesalikelihoodof
widediscretiononthesideofgovernors.2casesareidentified,whichoccursinthemost
advancedlocalgovernmentsinJapanintermsofintroducingaccrualaccountingmea-
sures.Weregardthemas"earningsmanagement"ofgovernors,whichconcepthasbeen
recentlyatissuesintheprivatesector.
Therestofourpaperisorganizedasfollows.InsectionDWeapplyasignalinggame
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tothesituationinwhichacandidateforgovernoristhinkingofthedisclosureofadminis-
trativecoststatementaftertheelection.Weshowthatthedisclosure,evenifonlyinten-
tion,cansolveaninformationasymmetrybetweenacandidateandthecitizen.
Insection皿someproblemsareindicated.Werefertothemasearningsmanagement
ofgovernorsandindicatethepossiblemanipulationofaccrualitems,particularlyallow-
anceforretirementbenefits,whosepurposeistooffsettoomuchsurplusortoomuch
deficitintheadministrativecoststatement.Becausetheformerimpliesapossiblereduc-
tionofgrantsorsubsidiesfromthecentralgovernmentandthelatterinflictstheimageof
incompetenceongovernors,whichisboundtobeavoided,2casesareexamined.Asum-
maryandconclusionareprovidedinsectionIV.
HTheSignalingGame
ThebulkofliteratureonsignalinggamesbeginswithSpence's(1973)mode1,which
precededawidespreaduseofextensive-formgamestoeconomicproblems(Gibbons1992,
p.190).Hispioneerworkdealswithjobmarketsignalingbasedontheeducationreceived.
IntheaccountingfieldDataretal.(1991)considerauditingtobeasignalinvaluingnew
issued.Christehsen.andFeltham(2003,pp.492～494)studythesignalingfunctionof
auditedfinancialstatementsinthefinancialmarket.Kato(2004・2005)regardsauditing
asasignalformanager'shonesty.WemodifyasignalinggameofKato(2004・2005)in
ordertodemonstratethedisclosureofadministrativecoststatementasasignalforthe
competenceofgovernor.
Thegovernor'selectionisexpectedandtherearetwotypesofcandidatesforthe
governor;competentandincompetent.Citizen'schoiceistovoteforoneofthem.There
existsaninformationasymmetryaboutthetypeofcandidates.Thecandidatesknowtheir
typebutthecitizendoesn't.Ifthecompetentcandidateiselected,hewillsavethemoney
andreallocateitforthesakeofcitizen,forexample,soasto.reducethefeesandtaxrates
orcreatenewservices;thecitizen'spayoffis2.Ontheotherhandiftheincompetent
candidateiselected,hewillmakenosavingeffort;thecitizen'spayoffiszero.
Thedisclosureofadministrativecoststatementcantransmitinformationfromagov-
ernortothecitizenandsolvetheinformationasymmetry。Theavailabilityofadministra-
tivecoststatementforcitizenstotallydependsontheintentionofcandidate,becauseonly
hecanvoluntarilydiscloseitaftertheelection.Whilethecompetentcandidatewillsave
theadministrativecostswithoutmakinganyeffort,theincompetentcandidateshould
makeaneffortinordertosavethemoney;thecostthatheincursis4.
Thereservationutilityofcompetentcandidateis3,sincehewillbeemployedina
privatefirm,evenifnotelected,althoughhewillhaveapayoffof4forthegovernoガs
office.Supposethattheestablishmentofadministrativecoststatementincursnocostat
all.Thedisclosureofthisstatement,however,revealsthesavingeffortthatthegovernor
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FigurelSignaHngGameoftheDisclosureofAdministrativeCostState皿ent
Governor'sPayoff.
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hasmade.Thecompetenttypewillalwaysdiscloseitsoastoshowhistype,butthe
incompetentonedoesn'twanttodoso,sinceitrevealshissavingeffort,whichisnot
costless.Theformertypehasacostadvantage.Thus,wecanseparatecorrectlyfromthe
competenttypetotheincompetentone,lookingatwhetherhewilldisclosetheadministra-
tiveCOStstatement.OrnOt.
Thefactthatacitizenwillnotknowatwhichofnodeshemaybelocatedwhenhe
takesavoteisindicatedbyenclosingthenodesinanellipseinFigure1.Thesetofnodes
enclosedbysuchanellipseiscalledaninformationset.Whatthecitizenknowsissimply
thatheisdecidingatoneofthesetwonodesintheellipse.
Wenowexaminehowwelloursignalingmodelcanexplainthecandidatewhowill
disclosetheadministrativecoststatementshouldbecompetenttype,whichcouldbea
uniqueNashequilibriuminthisgame.Inotherwords,letusexaminewhethernexttwo
conditionswillbemet.Firstthecitizenalwaysvotesforwhenthecandidatewilldisclose
thestatement,whereastheformerdoesn'tsowhenthelatterwouldn'tliketodiscloseit
Secondlythecandidatewilldiscloseitwheneverheiscompetent,whilehedoesn'tsowhen-
everhei忌incompetent.
Letussuppose.thatthecitizendoesn'tvoteintherightinformationsetenclosedinan
ellipse,whilehedoesvoteintheleft.Ontheuppernodethecandidatewillgetapayoffof
4ifhedisclosesthestatement,whilehewillgetapayoffof3ifhedoesn't.Onthelower
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nodethecandidatewillgetapayoffofzero,whetherhewilldisclosethestatementornot.
Notdisclosingitisoneofthebestrepliestothecitizen.Thus,thesecondconditionis
indeedsatisfied,
Nextweexaminewhetherornotthefirstconditionwillbemet.Thatis,thecitizen's
bestreplyistovoteforwheneverthecandidatewilldisclosethestatementandnottovote
forwheneverhedoesn't.Everytimetheelectedgovernorhasdisclosedit,heshouldhav
beencompetent.Therebytheprobabilityonecouldbeassignedtotheuppernodeinthe
leftinformationsetenclosedinanellipse.Thecitizenalsobelieves.tobelocat donthe
uppernode.Ifhevotes,hecangetapayoffof2,butifhedoesn't,hecangetnothingand
hencehisbestreplyistovote.
Intherightinformationset,however,wecouldassigntheprobabilityonetothelower
node,sincetheelectedgovernorshouldhavebeenincompetent.Thecitizenalsobelieves
tobelocatedonthelowernode.Ifhevotes,hispayoffiszeroandhencehisbestreplyis
nottovote.Thus,thefirstconditionisalsosatisfiec.Wecallitaseparatingequilibrium.
Itmeansthattheuninformedplayercangetinformedbyobservingwhattheinformedone
haschosen.
IHEarningsManagementofGovernors
1.LocalgovernmentaccountinginJapan
FirstwemusttakealookatwhatisgoingonintheaccountingofJapaneselocal
governments.Thereisneitherharmonizationnorobligationtoprepareforthebalance
sheetandtheadministrativecoststatement.Butwecanidentify3typesofmodelthat
competeeachother.Thatis;
①modelofMinistryofpublicmanagement
②modelofathinktank"FutureplanforJapan"
③self・developedlnodels
Asfor①,themodelofbalancesheetwasreleasedin2000andthatofadministrative
coststatementin2001.ThemodelOwasdevelopedbythetaskforceundertheinitiative
ofseveralprefecturesahdcities.Thetypicalexampleof③isMusashino-city.Themodel
①isdominating,whilethatof②isnowcompletelylosingground.Althoughthelatteris
consideredtobemoreadvanced,sinceitisestablishedontheactivitybasisandmakesit
veryclearhowmucheachserviceproduceddependsongrantsorsubsidies .Themodel
③ismoreorlessinfluencedbythatof②anditismuchmoreliketheprofitandloss
statementoftheprivatesector.
WeshowinthetableltheadministrativecoststatementofShizuokaprefecture.for
fiscalyear2003asexampleof①.whileinthetable2thatofMusashino-cityforfiscalyear
2003asexampleofmode1②,whichmademuchmoreprogressthanthatof①inintroduc-
ingtheaccrualbasis,
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Table1一]AdministrativeCostStatementofShizuokaPrefectureFY2003零
AdministrativeCostItemsTotal
Ratio
(%)
Assem-
bly
Admini一
.
stratlon.
Social
Help
Sani一
,
tatlon
Labor
Salaries 3638 379 20 146 50 69 11Costs
Incured
in
Per一
.
sonnet
Retirement 245 2.6 2 24 5 7 1
Total 3883 40.5 22 170 55 76 12
Acquisition ・427 4.5 2 91 8 23 6
Maintenance 120 1.3 0 2 0.3 0.2 0.2
Costs
for
Consum一
,
ptlon
Depreciation 1683 17.6 0.06 76 8 8 5
Total 2231 23.i 2 170 16 31 11
Allowances 182 1.9 126 52
Subsidies 1923 20.0 0.1 239 560 176 24
.
Transfer
Costs
Broughtout 26 0.3 0 0 0 0
Constructions701 7.3 0 51 101 3 0
Total 2831 29.5 0.1 290 787 262 24
Restoration 91 0.9
DebtService 542 5.7
Others Discharge 0.4 0.0 0 0 0 0 0
UnpaidTaxe 13 0.1
Total 646( 6.7 0 0 0 0 0
AdministrativeCosts9590 24 629 858 369 48
Ratio(%) 0.2 6.6 9.0 3.9 0.5
RevenueItems
lFeesb 622 0.03 189 28 12 1
b/a 6.5 0.2 30ユ 3.3 3.] 2.1
2Grantsc 1398 52 170 59 5.
c/a 14.6 8.3 19.8 15.9 11.0
30rdinaryRevenues" 6580
D/a 68.6
*In100millionyen
L
零*LocalTaxes
,LocalTransferredTax,andLocalAllo-
cationTaxetc.
***Grantsallocatedforthelifetimeofassets・
4Grantsallocated***e525
Revenue(b+c+d+e)f9124
NetSurplus(Deficit)f-a△466
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Table1-2AdministrativeCostStatementofShizuokaPrefectureFY2003*(continued)
Agri-
culture
Com-
rnerce
Public
Works
Police
Edu一
.
cation
Resto一
.
ration
Debt
Service
Alloca-
tionTax
Unpayed
Tax
119 28 78 601 2516
13 3 8 34 147
132 32 86 635 2663
35 12 32 87 120 11
1 0.4 102 3
・
10
428 20 980 71 89
464 32 1114 160 219 11
3
38 56 8 11 281 0.03 530
0 0 26 0 0
140 11 361 0 3
177 68 394 ll 287 0.03 530
91.
542 層
0 0.09 0 0 0.3 0
13
0 0.09 0 0 0.3 91 542 13
773 131 1594
,.
807 3170 91 553 530 13
8.1 1.4 16.6 8.4 33.1 1.0 5.8 5.5 0.1
41 5 107 52 121 α09 65 0
5.3 3.8 6.7 6.4 3.8 0.1 11.i 0.0
108 10 136 7 793 59 0 0
13.9 7.4 8.5 0.8 25.0 64.i 0.0 0.0
yInlOOmillionyen
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Table2AdministrativeCostStatementofMusashino-cityforFY2003
Item Sum(1000yen)Ratio(%)
Revenue MunicipalityTaxes 37505009,, 73.8l
Revenues
inCash NationalGrants 3,476,488 69
GrantsfromTokyoPrefecture 2982451,, 5.9
Fees 1,528,859 3.0
Contributions 159,81i 0.3
RevenuefromProperties 558,410 L1
Other'Revenue 319,989 0.8
Others(AllocationTaxesetc.)4363782,, 7.8
Total 50,574,336 99.6
.B
roughtoutfromReserves 267,140 0.52
0ther
Revenues DecreaseofUnpaidTaxes △45,982
一 〇.1
IncreaseofUnpaidTaxes △229 0.0
Total 221,657 0.4
TotalRevenues 55795993,, 100.0
Expense PersonnelExpenses 12,360,057 24.3l
Expenses
in
Cash
AcquisitionofProperties 10843714,, 21.3
MaintenanceandRepair 568,416 1ユ
Allowances 6,239,165 12.3
Subsidies 5,727,006 1L3
DebtServicePayment 787,774 L6
TransfertoOtherAccounts 4533369,, 8.9
ExpensesforConstruction 1,677,284 3.3
Total 42,736,785 84.1
AllowanceforUnpaidTaxes △9.91 一 〇.02
.Other
Expenses Depreciation
2,662,97E 5.2
①RoadsandBridges 978,105
②Construction 1,501,11]
③Equipment 65,223
④Vehicles 50,425
⑤PaymentbyBeneficiary 68,112
LossonRetirementofFixedAssets 148,812 0.3
AllowanceforRetirementBenefits△1,804,413 一3 .6
Total 997,460 2.0
TotalExpenses 43,734,245 86.1
NetSurplus 7,061,74E 13.9
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Firstwecanmakeaverycleardistinctionbetweentheformofthemodel1Qandthat
of②.Franklyspeaking,thatofmodelOisverydifficulttounderstandfromthe
accountant'spointofview.Forexample,wemustbecautiousabouttheindicationof"de-
preciationforsharedassetsonthepartofcentralgovernment"intherevenueitem,when
welookattheadministrativecoststatementofmodel①.Becausethe.netdepreciationon
thepartoflocalgovernmentisonlydeterminedbyeliminationofthatrevenuefromdepre-
ciationindicatedintheexpenseitems.
Anotherdistinctionisnoaccrualitemsotherthantheallowanceforretirementbene-
fits.InthemodelCanotherallowanceismadeforlossduetounpaidtaxesandfees.
Furtherdistinctionishowtheretirementbenefitsarecalculated.WhatMusashino-cityis
basedonisquitesimilartotheprojectedbenefitsobligation(PBO)appliedtotheprivate
sectorinJapan.
Meanwhile,wecan'tignorethecaseinwhichsomelocalgovernments,particularly
mostadvancedonesintermsofintroducingtheaccrualaccounting,tendtomanipulate
theiradministrativecostsinordertoadjustthemselvestoaproperleveLSomelocalgov-
ernmentstakeadvantageoftheallowanceforretirementbenefitsforthispurpose.Itmight
becomparedtoWhatHealyandWahlen(1999)callsearningsmanagementoftheprivate
companies.Theirdefinitionis:
Earningsmanagementoccurswhenmanagersusejudgmentinfinancialreportingand
instructuringtransactionstoalterfinancialreportstoeithermisleadsomestake-
holdersabouttheunderlyingeconomicperformanceofthecompanyortoinfluence
contractualoutcomesthatdependonreportedaccountingnumbers(Healey.and
Wahlen1999,p.368).
Weshowsomeexampleswhichmightbedesignedtomisleadorinfluencesomeciti-
zensorthecentralgovernment.
2.Casestudies
TheMinistryofpublicmanagementindicatesthemethodofdepreciationandthe
servicelifeofassets.Thereby,thesumofdepreciationisalmoststableandthereisno
discretiononthesideofgovernors.However,asfarasthemeasurementofallowancefor
retirementbenefitsisconcerned,thereisnoclearguideline。WhattheMinistrysuggestsis
thetotalsumofretirementbenefitssupposedtopayifallemployeesquitthejobsallat
onceforthepersonalreasonattheendofexercise.Itgoeswithout .sayingthatthereisno
discounting.Thismethodtendstounderestimatetheallowance.
Figure2showsthedefiCitoftheadministrativestatementandallowanceforretire-
mentbenefitsover3years(2001～2003)inShizuokaprefecture.Thecuriousthingisthat
thedeficitandtheallowancealwaysmoveanoppositedirectionineach』period.The
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Figure2Surplus(Deficit)andAllowanceforRetirementBenefitsofSizuokaPrefecture
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calculationoftheallowancemightbemanipulated,becausetoomuch .deficitcouldcause
anembarrassmentonthepartofgovernorandthecitizen.Nodetailedexplanationsare
givenandallwecanknowistoobservetheguidelineoftheMinistryofpublicmanage-
ment.
AsforthemodeloftheMinistry,nodataisavailablepriorto2001,sincetheguideline
wasreleasedinthatyear,Butsomelocalgovernmentshavebeenvoluntarilydisclosing
theadministrativecoststatementformuchlonger.Figure3showsthesurplusordeficitof
theadministrativecoststatementandallowanceforretirementbenefitsover6years
(1998～2003)inMusashino-city.Thetendencyismuchclearer.Thesurplus(ordeficit)
andallowancemoveanoppositedirectionineachperiodexceptforone(1999～2000),asif
toomuchsurplusordeficitwasoffsetbytheincreaseordecreaseofallowanceforthenext
period。Thenegativecoefficiency(一 〇.404)partiallyexplainsit.
Accordingtotheexplanationsgiven,forthefirst2periods(1998～1999)theallowance
forretire血entbenefitswasequaltoaveragedretirementbenefitsattheendofcareer
multipliedbythetotalemployees.Therehasbeenalsoadiscounting,whichratewas
foundedonthatoflongtermnationalbond,namely3%forthat6poque。'
Inthefiscalyear20002%annualincreaseofsalaryhasbeentakenintoaccount.
TogetherwiththecriticoftheaccountingmethodsjustreleasedbytheMinistryin2001,
Musashino-cityjustifiedhisestimationofretirementbenefitsbyavoidingtheunderesti・
mationwhichlikelytohappentothemodeloftheMinistryl.Inthefiscalyear2002the
lAccordingtoMusashino-city,iftheallowanceforretirementbenefitsiscalculatedbasedonthe
accountingmethodsreleasedbytheMinistry,itwillamounttoonly60%ofwhatMusashino-city
hasactuallyallowedfor.
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Figure3Surplus(Deficit)andAdministrativeCostsofMusashino-city
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discountingratehasbeenloweredto2%.
Unlikethedefinitionofaccountingaccrualslntheprivatesector:netirlcomeminus
operatingcashflow,weconsiderthetotalsumoffollowingitemstobeaccountingaccruals
intheJapaneselocalgovernmentaccounting,becauseonly3accrualitemsareidentified
eveninaadvancedadministrativestatementlikethatofMusashino-city;allowancefor
retirementbenefits,depreciation,andallowanceforunpaidtaxesandfees.AsFigure3
shows,itsaccountingaccrualsfollowalmostthesametendencyastheallowanceforretire-
mentbenefits,sincethetotalsulnoflast2itelnsdoesn'tdiffersomuchfromoneperiodto
another.
Evenintheselimitedcasesso田emanipulationsaresuggested.Whatgovernorscon・
cerniseithertoomuchsurplusordeficit.Intheformerheisafraidoflosinggrantsor
subsidiesfromthecentralgovernment,aswesuggestintermsofthesoftbudgetcon・
straint(Kato2003).Toomuchdeficitgiveshilnanappearanceofincompetentgovernor.
1fthereisawiderangeofdiscretiononthesideofaccountingmethods,heiswillingtotake
advantageofit..
IVConcludingRemarks
Thesummaryofthepresentpaperisasfollows.
(1)Ifthedisclosureisvoluntary,asignalingmodelseemstobemoreconvenient,since
thereisnoexplicitcontractualrelationshipsbetweenagovernorandthecitizen.
(2)Thedisclosureofadministrativecoststatementisregardedasasignalforthecom-
petenceofgovernor,
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(3)Sodamagingtothisfunctionisthatthemanipulationofadministrativecoststate-
mentcanbeperpetrated.2examplesareidentified.
(4}Inbothcasesthemanipulationisconductedintheaccountingofretirementbenefit:.
(5)Smoothingsurplusseemstobepracticednottogiveatoogoodortoobadimpres・
siontothecentralgovernmentorcitizens.
However,itistooearlytomakeaconclusiononthemanipulationof.administrative
coststatements,sincesamplesanddataavailableareverylimited.Furthermore,this
・problemmayberegardedaswhathappensusuallytothetransferperiod.Weneedaclear
andintegratedguidelineimposedonaccounting,whichmeasurepreventsgovernorsfrom
conductingearningsmanagement.Butevenifthatreformisaccomplished,itcanbenever
perfect,asisthecaseofwindow・dressingthatneverceasestooccurintheprivatesector.
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